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The need for tighter and more robust supervision of the global financial system was apparent long before the 2007-2009 financial crisis. Even though Basel I was the first serious effort for the imposition of international regulation on the banking system, soon it was outrun and superseded by Basel II. The economic shock of the recent financial crisis led the Committee of Banking Supervision of Basel to propose a new global regulatory framework that aims for a stronger and more resilient banking system. Basel III constitutes the new basic buttress against a possible crisis in the future. The new framework not only strengthens global capital standards but also introduces global liquidity standards. It is argued that the implementation of Basel III will lead to a future of more capital, more liquidity and less risk.
Nevertheless, whether Basel III is a major reform or a hurried reflexive action to the recent financial crisis is still a question to be answered. Even though there is a broad consensus among the Basel Committee as well as in capital markets about the need for tighter rules, the effectiveness and possible failures of the new rules need to be identified. Such failures are manifested only in times of upheaval and crisis and hence the severe sovereign fiscal crisis in Greece is an interesting setting for showing 1. Introduction . that the new proposed guidelines of Basel III should not be regarded as a panacea for all the shortcomings of the banking sectors worldwide, but as another arrow in the quiver for stabilizing the global banking system.
The remainder of the paper is organized as follows. The second section presents the main reasons that led to Basel III and outlines the basic advantages of the new framework. The third section provides an analysis of the current Greek banking sector and the consequences of the sovereign fiscal crisis on it. The fourth section critically analyzes possible implications of Basel III in times of crisis and finally the fifth section summarizes the paper.
The Global Financial Crisis as a Trigger For More Rigorous Banking Supervision
In the period 2007-2009 the global economy faced the most serious crisis after the Great Recession of 1929. The main cause of the financial crisis was the real estate bubble in the US and the consequent collapse of the high risk mortgage loans market (Edward, 2010) . The stock markets began to shake while financial institutions exposed to toxic financial products faced default risks. The extensive separation of supervising authorities in the US did not allow the immediate diagnosis of the crisis which might have led to a prompt and effective confrontation of this. The crisis soon passed to the other side of the Atlantic: Northern Rock, a UK-based investment bank, was the first victim.
According to Arestis and Karakitsos (2011) , there are two main causes of the "great recession" in the US: The significant redistribution of income from wage earners to the financial institutions and the great expansion of the liquidity in the world economy. During the period 1970-2007 the wage share in five of the G8 countries (France, Germany, Japan, UK and US) decreased by 10.5% on average. Moreover, the world liquidity between 1988 and 2008 increased from 8% to 19% of the world GDP. The income redistribution forced ordinary households to borrow and invest in financial and physical assets. That was made possible through financial liberalization and financial innovation (Arestis & Karakitsos, 2011) .
The global financial crisis brought on several discussions for the creation of a more resilient global banking system and led to a revised pact of Basel Accord II, named "Basel Accord III" that was presented and endorsed in 2010 by the G20 Leaders' Summit in Seoul. According to Caruana (2010) , Basel III has four core advantages:
It increases the required level of capital: The higher the capital a bank holds, the less vulnerable it is in times of financial shocks. The new standards more than double the minimum quantity of common equity (Core Tier 1) a bank should hold, from 2% to 4.5%, and it also increases the minimum Tier 1 capital from 4% to 6%. Moreover, a minimum "capital conservation buffer" of 2.5% is required as an extra "equity cushion" . As a result, at the end of the transition period the minimum total capital required will be 8% plus 2.5% of the conservation buffer. These changes aim to construct a banking system much better prepared to withstand possible future periods of stress.
It improves banks' capital quality: A bank's common equity is comprised of various financial instruments. Each has different characteristics and hence a different lossabsorbing capacity (Zakka, 2010) . The new guidelines not only increase substantially the required level of regulatory capital, but also provide a new, stricter definition of capital. According to the new definition several types of capital that proved to be risky and of uncertain quality are now excluded and hence the loss-absorbing capacity of banks is increased not only in terms of its quantity but also of its quality.
It reduces the systemic risk: The new framework is the first which takes into account the fact that financial institutions are not isolated entities that do not affect or are unaffected by their external environment. Basel III recognizes the interdependency of financial institutions and hence introduces tools for the effective management of systemic risk. As a supplement to the capital requirements discussed before, Basel III requires a minimum leverage ratio of 3% (which is subject to possible changes in the future) as well as a short-term liquidity coverage ratio and a longer-term net stable funding ratio. In addition, the new higher capital requirements and especially the introduction of a minimum "capital conservation buffer" will help banks to avoid procyclicality problems. Hence, as Caruana (2010) It gives sufficient time for a smooth transition: Inevitably a major reform such as Basel III needs sufficient time to be effective so as not to impede economic activity. Recognizing this fact, the Basel Committee has proposed a transition period of eight years. During this period the reforms will be effective gradually. For instance, the new definition of capital will be effective from January 2013 while the higher minima for Core Tier 1 and Tier 1 capital will be gradually adopted from January 2013 (Tables 1 and 2 ). The new standards shall be fully implemented in 2019.
Greek Sovereign Fiscal Crisis: The Banking Sector in Turmoil
The Greek banking sector can be characterized as one of the most active and dynamic sectors of the Greek economy. During the last two decades Greek banks have undergone tremendous changes which led to the substantial expansion of their activities both in Greece and abroad; especially in South Eastern Europe. The deregulation and harmonization of the European Union's banking/financial system, the privatization of most of the state-owned Greek banks and the introduction of Euro at the beginning of the 21 st century are just but a few factors which have created favorable conditions for the expansion of the Greek banks. A characteristic example is the evolution of interest rates (see Table 3 ). The introduction of a common currency in 2001 led to the rapid reduction in interest rates, which in turn led to a higher net interest rate for the banks and consequently more profits, a lower cost of borrowing, new investments and higher consumption, amongst others. Today, however, the prosperous years of the 00's are only a fond memory. While these lines are being written, a super deal has probably been completed between the second and the third biggest Greek banks. The Boards of Directors of Alpha Bank and EFG Eurobank have come upon an initial agreement for the two banks being merged, forming a banking colossus in South East Europe and one of the top 25 largest banking groups in the Eurozone. The reasons that lead to this merger are far different from those that led to a series of mergers and acquisitions during the 90s. The merger is not a strategic movement for further expansion but simply a matter of survival: In the first half of 2011 the aggregate losses after taxes of the two banks reached €1.3bil. While the aggregate impairment losses on the Greek Government's bonds net of taxes were more than €1.2bil. In addition, a few weeks before banks reported their interim financial statements, European Banking Authority stress tests 1 revealed inadequacies in EFG Eurobank's capital 2 , speeding up the realization of rumors for the oncoming mergers among Greek banks.
At the same time, however, as , Greek eposits bers as onths of mpanies' centage ted the 40 bil.). n which rst, the ending bit any so lead nomies sures of ease of both indirect and direct taxes as well as salaries' and pensions' cut off have reduced consumption dramatically, as well as economic activity, with the undesirable but also inevitable consequences of an increase in unemployment and further decreases in deposits, since households have seen their real purchasing power diminish, and have tried to compensate by using their deposits. Hence, banks are watching their cash reserves substantially decreases, having as a last resort for liquidity the European Central Bank.
Another negative aspect of the current condition of the Greek banking system is the cessation of lending activity. The total amount of credit to the domestic private sector has remained almost stable for the last three and a half years following a 7-year period of rapid expansion in which the annual credit growth rate fluctuated between 16% and 21% (Table 7 ).
Beyond the above findings, extreme increase of nonperforming loans in the last few years should also be highlighted. Table 8 shows that from 2008 to 2010 housing and business non-performing loans doubled, while respective consumer loans increased by 150%. The halt in credit growth, as well as the increase of nonperforming loans, are two more factors aggravating the illiquidity problem of the Greek banking system. Moreover these two factors deteriorate the profitability of banks due to the fact that the lack of credit growth means stagnation of turnover, and the increase of nonperforming loans means increases in costs due to the loans' write-offs.
Last but not least, it should be underlined that neither Basel II nor Basel III's capital adequacy requirements seem to provide strong enough assurance for appeasing markets' concerns over Greek banks' ability to cope with a possible hair cut on Greek Government bonds. This is Source: Bank of Greece Database, http://www.bankofgreece.gr/Pages/en/Statistics/default.aspx 
Possible Implications of Basel III: What the Case of the Greek Crisis Shows
Even though the new framework can play a crucial role in deterring a new financial crisis, it should not be regarded as a panacea for all the shortcomings of the banking sectors. In the space below the basic drawbacks of the new guidelines are discussed.
The Basel Accord III will become fully effective in 2019, but it is reasonable to expect many financial institutions will start following the new guidelines much earlier. The early adoption of the new capital and liquidity requirements would be a signal to the markets that the bank in question is "healthy enough", enhancing markets' confidence. Nevertheless, as it becomes clear from the analysis of the Greek banking sector, simple compliance with the minimum numerical thresholds does not guarantee the sustainability of a bank and the safety of the system. Wolf (2010) claims that the new capital requirements are still very low and a possible crisis in the future may lead to new bank failures. As he points out "…equity requirements need to be very much higher, perhaps as high as 20 or 30 per cent…It is only because we have become used to these extraordinarily fragile structures that this demand seems so outrageous". The Greek example provides clear evidence that confirms Wolf's point of view: In order to survive, Greek banks need either to proceed to mergers creating disproportionally big (to the size of the Greek banking market) institutions or to ask for governmental help. Hence the available capital, even though adequate according to Basel III, would still not be enough.
More than that, under Basel III banks will have less capital available for their activities, which will lead to more expensive capital for borrowers. In times of fiscal crisis, private investments play a key role for helping an economy to get back on its feet. For example, nowadays Greece is looking for new private investments in order to enhance its poor records, reduce its unemployment rate and increase public revenue. A higher cost of capital might be a discouraging factor for new investments and consequently might hinder the recovery of the economy.
The basic weakness, however, of Basel III, that the Greek crisis reveals, is the idea that banks should hold more capital for riskier assets than for safer ones. For instance, investing in Western European sovereigns' bonds is safer than giving mortgages to unemployed individuals. Nevertheless, the ongoing debt crisis in Greece and many other member states of the Eurozone reveals that there is actually no risk free asset and hence the risk weighting approach of Basel III is questionable. In addition to that, the risk weighting concept might be proven even more problematic if credit rating agencies are included in the equation. The recent financial crisis revealed that these agencies were unable to recognize the hidden risks behind complicated financial products backed by unreliable mortgages. They gave these products high ratings and equated them with US or German bonds. Under Basel III weighting risk guidelines those products would have been regarded as low risk and hence almost no capital would have been reserved for them. Hence, it can be claimed that Basel III makes no realistic assumptions (i.e. sovereigns do not default and rating agencies do not make mistakes).
Last but not least, it should be pointed out that Basel III came into existence as a response to problems that were revealed by the global financial crisis. The implementation of the new guidelines by itself is not enough to eliminate the problems and the stresses of the global financial system. Additional measures such as better monitoring of the banking system, improved national and international enforcement mechanisms for the new Basel III, clear separation of commercial from investment banks and disincentives for the formation of "too big to fail" financial institutions should have desirable results enhancing the role of Basel III.
Summary
The implementation of Basel III will considerably increase the quality of banks' capital and will raise its required levels. In addition it will provide a "macroprudential overlay" to better deal with systemic risk. Today the Greek banking sector is under tremendous pressure due to the severe sovereign fiscal crisis. Major Greek banks face a number of serious problems such as low/negative profitability, steep reduction of deposit volume, negative credit growth and an increasing number of non-performing loans. The fact that these banks fulfill the newly proposed Basel III capital adequacy requirements shows that simply complying with minimum numerical thresholds does not guarantee the sustainability of a bank and the safety of the system. The Greek crisis reveals possible negative implications of the new Basel III: Capital requirements might still be too low, the cost of capital might be increased due to less available capital and the risk weighting approach might prove inadequate. Better banking regulation is critical but not enough. The promotion of financial stability requires a broad policy framework in which Basel III should be just one aspect. A number of suggested reforms could include: better monitoring of the banking system, improved national and international enforcement mechanisms for the new Basel III, clear separation of commercial from investment banks and disincentives for the creation of "too big to fail" financial institutions.
Certainly, the analysis of only one banking system, in our case the Greek banking system, is not enough to prove or deny sustainability and viability of Basel Accord III. Further research on other banking systems can considerably help the discussion of whether or not Basel III is a truly revolutionary reform or just a short run solution to the emergence of a severe crisis.
